
COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE 

* * * * 

In the Matter of: 

THE APPLICATION OF WILLOW CREEK 
U T I L I T I E S ,  INC., D/B/A WILLOW 
CREEK SEWER SYSTEM FOR AN ADJUST- 
MENT OF RATES PURRI1AN'T TO THE 
ALTERNATIVE RATE ADJUSTMENT PRO- 
CEDURE FOR SMALL UTILITIES 

COMMISSION 
* 

O R D E R  

On July 13, 1984,  Willow Utilties, fnc., d/b/a Willow Creek 

Sewer System ("Willow C r e e k " ) ,  filed an application with the Com- 

mission to increase its rates pursuant to 907 KAR 53076 ,  A l t e r n a -  

tive Rate Adjustment Procedure for Small Utilities ( " A R F " ) .  The 

proposed rates would produce a d d i t i o n a l  revenue of approximately 

$7,317 annually, an increase of 18.9 percent. Rased on t h e  deter- 

mination herein, no deficiency exists in the revenues of Willow 

Creek and, therefore, no increase in revenues has been allowed. 

A hearing w a s  not  requested i n  t h i s  matter and, in accord- 

ance w i t h  t h e  provisions of the ARF, no hearing was conducted. 

The decision of t h e  Cornmiusion lrr bane0 on information conksinetl 

in the application, written submissions, annual r e p o r t s  and o t h e r  

documents o n  file i n  the Commission's offices. 

The Consumer Protection niviaion in t h e  Office of t h o  

Attorney General ( " A G " )  intervened in t h i s  c a m .  



COMMENTARY 

Willow Creek is a privately owned sewage treatment system 

organized and existing under the laws of the Commonwealth of Ken- 

tucky and serves approximately 320 customers in Oldham County, 

Kentucky. 

TEST PERIOD 

Willow Creek has proposed and the Commission has accepted 

the 12-month period ending December 31, 1983, as the t e s t  period 

for determining the reasonableness of the proposed rates. In 

utilizing the historical test period, the Commission has given 

full consideration to known and measurable changes found reason- 

able. 

REVENUES AND EXPENSES 

The ARF was established to provide a simplified and less 

expensive method €or small utilities to apply for rate increases 

w i t h  the Commission. The financial data from the 1983 annual 

report have  been used as the basis for determining revenue 

requirements. Willow Creek proposed adjustments to revenue and 

expenses as reflected in the comparative income statement filed in 

Part T T  of the application. The Commluaion is of the opinion that. 

t h e  proposed adjustments are generally proper and acceptable for 

rate-making purposes with t h e  following modificatians to reflect 

actual and anticipated operating conditions: 

Normalized Revenue 

The annual report filed by Willow C r e e k  for the t e a t  year 

reflected 302 customers and operating revenues in the amount of 

$38,620. 
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In response to an infomation request, Willow Creek filed 

information showing that the actual number of customers served at 

the end of t h e  test year was 320.  T h e r e f o r e ,  the Commission has 

increased operating revenue by $2,303 to reflect normalized annual 

revenue based an the number of customers at test year end. 

Electricity expense 

Willow Creek proposed an adjustment to increaae tast-year 

electricity expense to S11,738 based on increased rates by Its 

supplier, Louisville Gas & Electric Company ( " L C , & E " ) .  At t h e  

Commission's request, Willow Creek provided copies of its test- 

No evidence w a s  y e a r  electricity hills for examination. 1 

presented by Willow Creek that any of the increased cost  was a 

result of increases in electric usage above actual test period 

amounts. T h e r e f o r e ,  the Commission h a s  determined, by applying 

actual t e s t - y e a r  electric usage to currently effective LGQE rates, 

that electricity expense should he adjusted to reflect an annual 

expense of $11,048. 

Other-Labor; Materials an$ Expenses 

Willow Creek reported test year charges to Account No. 

701-C--Treatment System: Other-Labor, Materials and Expenses of 

$1,690.  Howevflr, ~ u h # O q ~ J P n t l y ,  in rc%pponfw to d requent by the 

AG, Willow C r e e k  stated t h a t  bacrriino S 4 3 0  hmd been accrued i n  

error by I t n  8ccount.ing firm, S1,26 f l  i B  actually the correct level 

Response to Commission's Information Request dated August 15,  
1984, I t e m  No. l(c). 
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of expense incurred during t h e  t e s t  year. Therefore, the 

Commlnaion h a s  reduced opetatinq expenses by $430 to reflect this 

modification. 

liisurance expense 

Wil.10~ Creek reported tes t -year  insurance expense of $502. 

In support  of this amount, Willow C r e e k  filed statements €or test- 

year insurance premiums. These statements reflect that $132 of 

the charges to test-year insurance e x p e n s e  represents a pro-rata 

allocation of a $4,620 annual premium for a life insurance policy 

on Mr. Carroll Cogan, owner of Willow C r e e k .  The evidence of 

record in this case does not reflect the named beneficiary of this 

life insurance policy. Moreover, no e v i d e n c e  has been presented 

as to any benefit to the ratepayers of Willow C r e e k  resulting from 

this insurance coverage. The expense charged to Willow C r e e k  is 

based on a percentage of the total insurance premium equal to the 

ratio of total sewer connections of Willow C r e e k  to total sewer 

connections owned by Mr. Cogan. Therefore, the  amount. charged to 

Willow Creek is based on an arbitrary allocation method and, 

moreover, Willow C r e e k  h a s  not met its burden of proof in 

establishing that the  S132 expense i s  a legitimate cost of 

o p e r a t i n g  Willow Creek. Furthermore, if Willow Creek is named as 

a beneficiary of this policy, under the Uniform System of Accounte 

for C l a s s  C and D Sewer Utilities ("Uniform System of Accounts") 

Response to A G ' s  Data Request dated August 15, 1 9 R 4 ,  Item No. 
l(h) 

Rectponee to Commiesion's Information Requftnt dated October 17,  
1984 ,  Item NO. 4 .  
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the expense should  he classiffed to Account No, 426--Miscsllaneous 

Dsductions, which is an expense chargeable to the n t o c k h o l d e r s  and 

n o t  the ratepayers. The Commission therefore finds that this 

policy is of no benefit to the customers of Willow C r e e k  and 

should not he included as an operating expense for rate-making 

purposes. T h e r e f o r e ,  insurance e x p e n s e  has been reduced by $132. 

Rout h e  Maintenance 

Willow Creek reported routine maintenance  s e r v i c e  expense 

of S6,784 and proposed no adjustment to this account. Since the 
contract for routine maintenance service is between mutually-owned 

companies, Willow Creek and Andriot-Davidson Service Company, 

Inc., ("Andriot-Davldson"), the transaction Is, by definition, at 

less than arms-length, Therefore, the burden of proof is on 

Willow Creek to demonstrate that t h e  monthly charge for routine 

maintenance service is fair, just and reasonable, and to justfify 

the basis for increasing the level of this fee from tho  amount 

found reasonable J.n Case No. 7932, Applfcatian of Willow 

Utilities, Inc., for an Order Adjusting the Rates Currently 

Charged by Willow Creek Sewer System, as reflected in the 

Commission's Order dated February 1 1 ,  1981. Willow C r e e k  was put 

on notice to this effect and the Commia-ion requented information 

necessary to m a k e  a decision on this matter; h o w e v e r ,  willow C r e e k  

provided incomplete responses to the requests. 4 
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In support of the fee charged by Andrlot-Davidson, willow 

Creek provided bids from several sewer operators proposing to 

provide routine maintenance service; however, the bids provided 

did not contain sufficient detail, as to what service8 were to be 

provided by the several operators. Therefore, a comparison of the 

prices could n o t  be made. Preaumably am further rupport, Willow 

Creek provided a list showing hourly mechanic's labor charges at 

several car dealershipsO6 However, this information is basically 

irrelevant and no evidence was provided as to why the Commission 

should consider the wages of auto mechanics when determining the 

reasonableness of transactions between the two mutually-owned 

companies or the fees for maintenance of sewage treatment plants. 

It is the Commission's opinion that Willow Creek has not 

met its burden of proof as to why the routine maintenance fee paid 

to Andriot-Davidson is reasonable. Therefore, the Commission has 

made an adjustment to reduce the reported test-year routine main- 

tenance expense to $5,100, which was the fee allowed in Willow 

Creek's l a s t  rate case. In making this adjustment, the Commission 

does not find the allowed fee of $5,100 a reasonable expenee (fur- 
ther reductiono could be neceaeary), b a t  is merely establishing a 

p o i n t  of reference based on what was allowed in Willow Creek'm 

last case. The Commission will n o t  allow further increases in 

transactions with this affiliated company without persuasive 

justification. 

Ibid. - 
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Transportation Expense 

Included within Willow Creek's test-year operation and 

maintenance expenses are transportation charges in the amount of 

$826. In support of this amount, Willow Creek provided a single, 

undated invoice from Carroll Cogan Companies, Inc., ("CCC") for 

$686 .7  The invoice listed charges of $560 for 16 trips to the 

plant at $35 per trip, and $126 for other travel based on $.25 per 

mile. 

Because Willow Creek and CCC are mutually-owned companies, 

the transaction for car rental between CCC and Willow Creek l a  a 

less-than-arms-length transaction. Mr. Cogan, owner of both Wil- 

l o w  Creek and CCC and also Barbour Manor Utilities, Inc., wae put 

on notice in the final Order of Case No. 8933, Joint Application 

of Barbour Manor Disposal Plant, Inc. and Barbour Manor Utilities, 

Inc. for Approval of Sale and Transfer of Assets and Increase in 

Rates, that persuasive documentation of travel expense actually 

benefiting the customers of the utility would be necessary for a 

transportation expense to be included for rate-making purposes in 

future cases and that arbitrary allocation method8 or 

insufficiently documented travel expenses would not be allowed. 

The burden of proof l e  on Willow Creek to eetahlish justification 

and a sound basis for the expense. In this proceeding, no 

documentation of legitimate travel expenses benefiting the 

customers of Willow Creek has been provided. 

'I fbid., Item No. 9. 
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Reasonable expenses have been allowed in this proceeding 

for outside service companies to maintain the plant on a routine 

and non-routine basis. Substantially all transportation to and 

from Willow Creek for routine maintenance, sludge hauling, non- 

routine maintenance, e t c . ,  is provided for,  either within a rou- 

. 

tine monthly fee or billed by vendors on a per-mile basis, No 

basis as to the necessity or purpose of the additional travel by 

Hr. Cogan has been provided, Additionally, whereas a personal 

service contract between Willow Creek and ~ r ,  Cogan provides for 

reimbursement for travel, the Commission has established as a 

precedent in many cases, and included in this case,  the allowance 

for managers of sewer utilities of this size, annual compensation 

of $1,800, which includes ordinary travel requirements. Addi- 

tional compensation, such as for travel from the utility offices 

or premises of the plant for outside business meetings, etc., must 

be sufficiently documented and justified. 

As no persuasive evidence was presented in this case 

justifying the additional compensation, it is the Commission's 

finding that Willow Creek has not met its burden of proof on this 

issue and it has therefore eliminated reported test-year transpor- 

tation expense from operating expennes for rate-making purposeir. 

Acquisition Adjustment, Depreciation Expense, Interest Expense 

On February 11, 1981, the Commission approved the purchase 

of the sewage treatment plant and system serving Willow Creek 

Subdivision in Oldham County, Kentucky, by Willow Creek from Pence 

Mortgage Company ("PHC") for a price of $27,500. The Uniform 
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System of Accounts requires the sale and transfer of a Bewer 

utility to be recorded as follows: 

1. Recording the utility plant acquired at its original 

cost to the person first devoting it to puhlic service, estimated 

if n o t  known, in the appropriate u t i l t t y  plant in service 

accounts : 

2. Crediting the requirements for accumulated provision for 

depreciation and amortization applicable to the original cost of 

the properties acquired to the appropriate account f o r  accumulated 

provision for depreciation and amortization; 

3, Transferring t h e  cost of any nonutility property to 

Account No. 121--NonutLlity Property: 

4. Crediting contributions in aid of construction to 

Account No. 27l.--Contributions in A i d  of Construction: and, 

5. Including in Account No. 10R--Utility Plant Acquisition 

Adjustment, any difference between the purchase price and the 

original cost of the utility plant and nonutility property less 

the amounts credited to accumulated depreciation and amortization 

reserves and contributions in a i d  of construction. 

Willow Creek failed to record the transaction within those 

guidelinea. Willow Creak incarrsctly recorded t h e  tranrrfcsr by 

debiting Account Noa. 101-109--Utility Plant and crediting Account 

No. 224--Long-Term Debt by '327,50n. Subsequently, Willow Craok 

began charging off the utility plant balance to depreciation. The 

1983 Annual Report ref lects  that. the S27,SOO incorrectly charged 

to utility plant a#  CI result of the transfer Is being depreciated 
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a t  a 10 percent annual rats; therefore, the teat-year 

depreciation e x p e n s e  reflected on the books of  Willow Creek 

associated with the purchase price of Willow Creek is $2,750. A s  

the uniform System o€ Accounts makes no provision for the  method 

used by Willow Creek to record t h e  utility plant a t  t h e  purchase 

price, the depreciation expense recorded for the test year 1s 

improper, without basis, in violation of the guidelines 

established by t h e  Uniform System of Accounts, and unacceptable 

for financial reporting purposes as well a s  for rate-making 

purposes .  Accordingly, the Commission h a s  reduced depreciation 

expense by $ 2 , 7 5 0 .  

In order to evaluate the rate-making implications if the 

s a l e  and transfer had been recorded in accordance with t h e  Uniform 

System of Accounts, the Commission has attempted to establish in 

this proceeding t h e  correct information needed to properly record 

the transfer. In attempting to achieve this objective, the 

Commission requested information as to the original cost of t h e  

plant, requirements for accumulated provision for depreciation, 

and t h e  proper amount of contributions in a i d  of construction in 

order to determine if an acquisition adjustment Bhoulcl have heen 

recardad at t h e  t i m e  09 the aala and t r n n o f a r  and, i f  no, w h e t h e r  

any portion o f  the amortization af the acqiiinikCon adjustment. 

ahould be allowed €or rate-making purposes. Willow C r e e k  A i d  no:: 

f i l e  complete responses ko requests for information regarding the 

original cost of the plant and therefore, a determination cannot 

1983 Annual ~eport, p.  5 8  line 25. 
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be made regarding the appropriate cost  which ehould be inclucled on 

the books. 

The Uniform System of Accounts provides for the recording 

of plant purchased at its estimsted original cost when the 

required records are not available to ascertain the actual 

original cost. In Mr. Cogan's response to inquiries regarding the 

original cost, the figure of $700,000 was quoted: however, no 

documentation as t o  how t h i s  estimate was arrived at was provided. 

The Commission cannot accept these undocumented estimates for 

accounting or rate-making purposes. Regardless of t h e  appropriate 

value of the plant in service, Mr- Gogan has not provided any 

persuasive evidence that the plant w a s  not fully contributed prior 

to the purchase by Mr. Cogan. The former owners of the sewer 

utility reported no plant in service- Furthermore, there was no 

debt on the books of t h e  previous owners. This treatment of the 

assets by the previous owners is persuasive evidence that the 

owners had no Investment in the sewer system that had not b e e n  

recovered. Since the previous owners of the sewer utility had no 

investment that had not been recovered, the purchase of the 

utility by Wr, Cogan for $27,500 constituted a purchase at a price 

in excess of net book cost which requires the recording of a plant 

acquisition adjustment. 

Based on the evidence of record in this case the appropri- 

ate plant acqulslt~on sdjustmont nhould  be $27,500. However, if 

the original cost of the plant, accumulated depreciation at the 

t ime o f  rs l e ,  and cantributiona in aid of construction are estab-  

lished and documented to the Commission's satisfaction, the plant 
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acquisition adjustment can be modified accordingly. Willow C r e e k  

should attempt to establish the proper values €or t h e  original 

cost of plant and seek Commission approval of the appropriate 

entries in order to comply with the Uniform System of Accounts. 

It l a  dependent o n  the circumstances of t h e  caae a8 to 

whether t h i s  amortization expense is an appropriate expense for 

rate-making purposes .  The Commission specifically placed Willow 

Creek on notice of its intentions in regard to the acquleltlon 

adjustment and requested Willow Creek to provide evidence i t  

deemed appropriate as to, 

why t h e  Commission should not treat the cost Of 
purchasing the utility as an acquisition adjust- 
ment and apply its established policy of d i s a l -  
lowing t h g  amortization of the acquisition 
adjustment. 

Willow Creek responded with statements not directly related to the 

issue and did not provide evidence as to the apprOpt1ateneSS Of 

allowing the acquisition adjustment in this instance. It 1s the 

Commission's opinion that it is unfair to require the ratepayers 

to provide additional monies on utility plant simply because i t  

has been sold at a cost above book value. Allowing acquisition 

adjustments coiild result I n  the transference o f  property i n  order 

to increase itR value for rate-making purpose8. However, whether  

the amortization of an acqulmitfon adjirntrnont nhoulr l  he nllnwrrd 

must ha determined on the merits of the evidence supporting t h e  

arguments in that particular case. The Commission must examine 

COTIUniSSiOn'S Information Request dated October 17, 19R4. 
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the facts and circumstances concerning a proposed acquisition 

adjustment. It may disallow the entire amount, or it may 
determine, based on Ruhstantial service improvements, operating 

efficiencies and t h e  like, that a portion or all of the adjustment 

s h o u l d  be allowed. The record must demonstrate that tho con8urnern 

are benefited by the acquisition. In this instance, Willow C r e e k  

has provided n o  evidence as to how the ratepayere hsnefltatl from 

the sale and transfer. In most circumstances involving the sale 

and transfer of a sewer utility there is little opportunity to 

substantially improve service. Commission statutes require a high 

standard of servfce to he provided by sewer utilitiaa and local 

authoritlea monitor thern cloaely as well. In t h i n  c a n e #  a n  c o n -  

c e r n s  the day-to-day operations of Willow Creek, t h e  Commission 

does not  see how there could possibly be any benefits resulting 

from the sale and transfer. Both before and after the transfer a 

third party, Andriot-Davidson, was responsible for the day-to-day 

opetations of the plant and the hilling w a s  being done by Louis- 

ville Water Company. This being t h e  case, the ratepayers of 

Willow Creek would have scarcely noticed the change of ownership. 

The evidence of record in t h i s  case is insufficient to allow the 

arnartisat,jon o f  the acquisition n r l j u n t m n n t . .  The Cornmimaion ham 

therefore excluded this expense for rate-making purpoaes  herein. 

Willow Creek reported teat year interaat on long-term debt 

of $2,319. This amount represents interest charges on the $27,500 

used to finance the purchase of Willow Creek from PMC. As this 

debt is merely a result of the transfer of ownership of the treat- 

ment plant, an previouoly t l iscunmml,  thern &re no hnnrrfita t o  tha 
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ratepayers associated with the debt. Had the t r a n s f e r  n o t  

occurred there would not be any interest expense recordable on the 

books of Willow Creek, The Commission w i l l  not penni t  the new 

owner of Willow Creek to shift the finance charges associated with 

acquiring Willow Creek to the r a t e p a y e r s  without persuasive 

evidence that there are tangible benefits occurring to the 

ratepayers as a result of the transfer. As no such evidence has 

been presented,  the proposed interest expense has not been 

included €or rate-making purposes herein. 

The Commission recognizes that s o m e  depreciation and inter- 

e s t  expense was allowed in its final Order of Case No. 7932 d a t e d  

February 1 1 ,  1981; however, the Commfsslon is of the opinion t h a t  

t h e  evidence of record in this proceeding is sufficient to modify 

t h e  decision in Case No. 7932. 

After consideration of the aforementioned adjustments, t h e  

Commission finds Willow Creek's adjusted test period operations to 

be as follows: 

Actual Pro Panna Adjusted 
Test Period Adjustments Test Period 

Operating Revenues $38,620 S 2,314 $40,934 
29 912 Operating Expenses 3 5 1 3 2 8  <5,416> 

Operating Income I r T z i E  $ 7,730 
Other Income -0- -0- -0- 

$11,022 
Other Deductions 2,371 <2,319> 52 

$ 921 $10,049 $10r970 

REVENUE REQUIREMENTS 

Willow Creek based its requested increase in revenue on an 

operating ratio methodology and requested revenue sufficient to 

produce a r a t i o  of . 8 8 .  I n  this case the Commission finds that an 
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operating ratio of 88 p e r c e n t  is f a i r ,  j u s t  a n d  reasonable and 

w i l l  a l l ow W i l l o w  C r e e k  to pay it6 o p e r a t i n g  expense, service its 

debt, and provide  a r e a s o n a b l e  r e t u r n  to i ts  o w n e r s .  

I n  t h i s  i n s t a n c e  t h e  u s e  of a n  88 p e r c e n t  a f t e r - t a x  operat- 

i n g  r a t io  a p p l i e d  t o  t h e  a d j u s t e d  t e s t - y e a r  o p e r a t i n g  e x p e n s e s  

r e s u l t s  i n  a r e v e n u e  r e q u i r e m e n t  of $35,202 which is less t h a n  t h e  

actual t e s t  period revenues .  T h e r e f o r e ,  t h e  Commission finds t h a t  

no d e f i c i e n c y  e x i s t s  I n  t h e  r e v e n u e s  of Willow Creek and h a 8 ,  

t h e r e f o r e ,  a l l o w e d  n o  increase i n  r e v e n u e s .  

SUMMARY 

On J a n u a r y  1 4 ,  1985 ,  Willow C r e e k  s u b m i t t e d  n o t i c e  to t h e  

Commission of its intent t o  begin c h a r g i n g  t h e  ra tes  a d v e r t i s e d  i n  

its o r i g i n a l  app l i ca t ion  as of F e b r u a r y  6 ,  1985. I n  i ts  O r d e r  of 

F e b r u a r y  6 ,  1985, t h e  Commiss ion  ordered W i l l o w  C r e e k  to  maintain 

its records i n  s u c h  manner  as w i l l  e n a b l e  i t ,  o r  t h e  Commiss ion ,  

or a n y  of i ts  c u s t o m e r s ,  t o  d e t e r m i n e  t h e  a m o u n t s  t o  be r e f u n d e d  

and to whom due i n  t h e  e v e n t  a r e f u n d  is ordered u p o n  f i n a l  deter- 

m i n a t i o n  of this case i n  a c c o r d a n c e  w i t h  8 0 3  KAR 5 : 0 7 6 ,  Section 8.  

The Commission, af ter  consideration of the evidence of 

record and  b e i n g  a d v i s e d ,  is of the o p i n i o n  a n d  f i n d s  t h a t  the 

r a t e  p r o p o s e d  by W i l l o w  Creek s h o u l d  be d e n i e d .  F u r t h e r m o r e ,  t h e  

rate c h a r g e d  by W i l l o w  Creek o n  a n d  a f t e r  F e b r u a r y  6 ,  1 9 8 5 ,  is in 

excess of the rate a p p r o v e d  h e r e i n  a n d ,  t h e r e f o r e ,  the d i f f e r e n c e  

should be rafundod  t o  tho appropriate customars. 

IT IS THEREFORE ORDERED that t h e  proposed rat63 i n  W f l l O W  

C r e e k ' s  a p p l i c a t i o n  be a n d  i t  h e r e b y  is d e n i e d .  
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IT IS FURTHER ORDERED t h a t  t h e  rate currently charged by 

W i l l o w  C r e e k  s h a l l  r e m a i n  i n  effect .  

IT IS FURTHER ORDERED t h a t  t h e  r e v e n u e s  c o l l e c t e d  by Wfllaw 

C r e e k  s u b s e q u e n t  t o  February 6, 1985, t h r o u g h  rates i n  excess of 

those  found reasonable h e r e i n  shall be refunded in the first 

b i l l i n g  a f t e r  t h e  d a t e  of this Order. 

IT IS FURTHER ORDERED t h a t  W l l l o w  C r e e k  s h a l l  file a s t a t e -  

m e n t  w i t h i n  30 days of t h e  da t e  of t h i s  O r d e r  r e f l e c t i n g  t h e  num- 

ber o f  c u s t o m e r s  billed, a n d  t h e  amount  collected u n d e r  the r a t e  

p u t  i n t o  effect o n  February 6 ,  1985,  t h e  number  o f  c u s t o m e r s  

r e c e i v i n g  a r e f u n d ,  t h e  amount  r e f u n d e d  a n d  t h e  d a t e  of t h e  

r e f u n d .  

Done a t  F r a n k f o r t ,  K e n t u c k y ,  t h i s  22nd day of February, 1985. 

PtlnLIC SERVICE COMMISSION 

.. 
Vice Chairman t k 

ATTEST! 

Secretary 


